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Today’s Streamlined Method 
of Rural Appraising 


Most of the improvements in 
farm mortgage appraising have 
come about in the past decade 


N recent attempts to develop a better 

rural appraisal system, emphasis has 

been placed on the desirability of 
recognizing several kinds of value. This 
is in contrast to the good old days when 
an appraiser reached his conclusions 
without much regard as to whether the 
value sought was normal sale value, 
forced sale value, condemnation value, 
loan value, or some other kind of 
value. Such an appraisal represented 
the considered opinion of the appraiser, 
but probably only his judgment of the 
sale price available to a willing buyer 
and seller. No account was taken of the 
time factor. Values were considerably 
influenced by the particular cycle opera- 
tive at the time the value was assigned. 
Many appraisers took into account most 
of the factors assembled today. 

But there was no way of back-track- 
ing on their appraisals, no way of trac- 
ing their process, and no explanation 
of the reasoning behind the result. 
Personal dislikes and preferences found 
their way into these appraisals. The 
unwarranted influence of superior or 
inferior management sometimes was 
present. In other words, consciously 
or unconsciously, there was some part 
of the value assigned to the farm that 
actually was attributable to the farmer. 


By J. S. CORLEY 


A reviewer or member of a loan com- 
mittee was obliged to accept the as- 
signed value because of confidence in 
the appraiser, and had no way of know- 





AKING farm mortgages is 

about the oldest type of 
lending there is, yet the modern 
scientific methods of appraising 
farms for lending purposes in 
use today are fairly new. So 
new, in fact, that Mr. Corley’s 
discussion of them is hedged 
by his assertion that they have 
“not been perfected and must 
be used with caution.” Mr. Cor- 
ley is assistant treasurer of the 
Bankers Life Company of Des 
Moines. 





ing what kind of value the appraiser 
had in mind. It was not possible to 
determine whether or not the appraiser 
knew any other kind of value than the 
current market for similar farms. How- 
ever, in most cases, it could be assumed 
that only sales value had been consid- 
ered, since that was the common basis 
of rural appraising. 


Institutional lenders on farm lands 
are not vitally interested in all the kinds 
of value that can be established. Our 
problems are not the same as those of 
a court or jury attempting to fix sever- 
ance damages, or an assessor, or an 
inheritance tax investigator. It seems 
apparent that we are chiefly concerned 
with the productive or earning value, a 
value that was often ignored in the 
comparative approach of former days. 
Unless we are speculators in farm lands, 
rather than lenders, we want to know 
at what value a typical, not a superior, 
farmer can afford to own land and at 
the same time make a decent living. 
We should recognize that the earning 
power of a farm determines the bor- 
rower’s ability to pay interest and prin- 
cipal. If we are really trying to secure 
safe loans and, at the same time, help 
farmers to own land, buy more land, or 
improve what they already have with- 
out jeopardizing our principal and their 
futures, then we should seek a measure 
of productive power that will serve as 
nearly as possible for typical operation 
under varying economic conditions, In 
other words, probable value under 
forced sale conditions should be only 
our contingent refuge, and our real 
effort to evaluate satisfactory security 
should be based on operating factors. 
I do not imply that we should be alto- 
gether altruistic, but obviously there is 
an opportunity to render a certain sort 
of social service by avoiding unwise 
lending resulting from inadequate ap- 
praisals. It might be just as well if we 
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recognized this not only as an oppor- 
tunity, but as a responsibility which can- 
not be ignored. 

Great changes and developments in 
the methods and technique of farm ap 
praising have taken place in the last 
decade. In evaluating this progress, it 
seems only fair to keep in mind the rela- 
tively short time in which these changes 
have taken place. Full development and 
tested theories can be expected only 
with more time and a wider range of 
experience. It is fortunate that those 
who have been most active in develop- 
ing a better appraisal system have re- 
mained open-minded, flexible in ap- 
proach, and willing to recognize differ 


ences of opinion. As long as this at 
titude prevails, we may expect that 
there will be continued improvement 
and, eventually, a generally accepted 


pre CESS 


The Three Factors 


In practice there are many variations 
in theory and procedure, all reflecting 
the differences of opinion which pre 
vail. None of the variations depart 
from the fundamental concept that 
farm value is built up from three fac 
tors earnings, location, and home 
values. Conceivably value might exist 
without any two of these three values; 
but in anything like a normal situation 
all three are extent. 
Although there is as yet by no means 
entire agreement on a better process, 
the trend appears to be toward an ac 
ceptance of some adaptation of the in 
come capitalization method. Much of 
the discussion has centered around, and 
most of the criticism has been directed 
at, the so-called American Rural Ap- 
praisal System. This system has the 
endorsement of the American Society 
of Farm Managers and Rural Appraisers 
and probably is in more general use by 
insurance companies today than any 
other system. Under the American sys 
tem the combination of earnings, loca- 
tion, and home values produces a result 
termed basic value, from which the 
various special kinds of value may be 
derived. The system does not prescribe 
a form on which the appraiser reports 
basic value. Neither is there an attempt 
to substitute mathematical formulae or 
a rigid classification for good judgment 
and properly considered opinion 
Rather, it attempts to aid the appraiser 
in rendering an intelligent opinion, 
a systematic organization and 
weighing of the factors and supported 
by a detailed report which is under- 
standable to the reviewer 


present to some 


based on 


The modern farm appraisal requires 
a detailed study of the farm under con- 
sideration. The appraiser is expected 
to identify the various soil types as a 
starting point in determining produc- 
tive capacity. Given these soil types, 
the topography, and the climatic fac- 
tors, the appraiser should be competent 
to establish a typical use of the land, 
independent of the observed use. He 
is then expected to translate this use 
into farm products, and from this re- 
sult, calculate the net income to the 
owner in accordance with the typical 
landlord-tenant practice in the commu- 
nity. This net income then can be 
capitalized to determine earning value. 
To this earning value are added, or 
from it are subtracted, such amounts as 
the appraiser can substantiate as due to 
the location and home elements. 

Whatever else may be said for or 
against this plan for determining a 





66 NOTHER extremely im- 

portant influence on farm 
values is one which, as far as I 
know, no one has yet attempted 
to assign a place in the rural ap- 
praisal. It is the influence of 
the federal government's farm 
program, If this is to be a per- 
manent part of our farm econ- 
omy, we cannot overlook its im- 
portance in our appraisal 
scheme. So far, appraisal prac- 
tice has ignored this influence.” 

J. S. Corey. 





basic value, it is certain that the method 
used is of great assistance to the intelli- 
gent reviewer. In contrast to the un- 
supported opinion of former days, it is 
possible now to secure a complete pic- 
ture of the situation, and to be able to 
follow the process by which the opinion 
of value has been reached. Let me em- 
phasize that the process does not em- 
ploy the use of mathematical formulae, 
so that the subsequent interpretation of 
data or results can be left in other than 
experienced hands. On the contrary, 
considerable care must be exercised to 
make certain that there is complete un- 
derstanding and appreciation of the 
reasoning leading to the appraiser's con- 
clusions. The income capitalization 
process, by its very. nature, tends to 
multiply errors cumulatively and the 
results can be meaningless if judgment 
is not exercised all along the line. 

Such factors as the selection of prices 
for farm products and of the capitaliza- 
tion rate raise problems that have been 


approached in many ways. Good argu- 
ments can be advanced in favor of most 
of the various solutions. Many of the 
plans in use today do not leave the 
selection of commodity prices or capi- 
talization rate to the appraiser. It can 
be argued that such procedure intro- 
duces inflexible elements that detract 
from the worth of the appraisals as an 
individual’s opinion. Probably it is nec- 
essary to regard these factors as tools 
derived from research which many ap- 
praisers cannot provide for themselves 
and which, therefore, should be pro- 
vided for them. 

Commodity prices vary with the 
years and with location. The prices we 
select must have the characteristics of 
averages if they are to serve our pur- 
pose. Averages are sometimes mislead- 
ing since the changes are dictated by a 
mechanical process. We can use either 
straight or moving averages, neither of 
which are entirely satisfactory. Straight 
averages may tend toward distortion 
because of the unweighted influence of 
abnormal situations or lack of sufficient 
range. Moving averages correct some 
of these difficulties, but produce com- 
plications resulting in lack of uniformity 
and a tendency to unfair comparisons. 
A moving average weighted in favor 
of the immediate past has been sug: 
gested and seems to have considerable 
merit. On the other hand, there are 
good reasons for selecting a normal price 
level and leaving it unchanged over 
considerable periods of time or at least 
until an unquestionable trend can be 
observed. This is the method em- 
ployed by several institutions, including 
the FCA. In attempting to determine 
proper price levels, keep in mind that 
we are dealing with a managed farm 
economy, and that having selected nor- 
mal prices, the Administration can, and 
possibly will, endeavor to see that these 
prices are maintained. 


Influence of FCA 


The capitalization rate has been the 
subject of much argument and discus- 
sion. Obviously the selection of a rate 
is of considerable importance as only a 
slight change in the rate makes a great 
difference in the result. Much of the 
merit of this type of appraisal depends 
upon the rate determination and a care- 
ful analysis of requirements is necessary 
in fixing the figure if practical values 
are to be established. Whatever other 
considerations are involved, the rate 
selection must reflect a reasonable at- 
titude toward the returns which can 
be expected to attract and permit profit- 
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able ownership. It may seem unwar- 
ranted to assume the possibility of a 
practical selection of one rate for all 
conditions and all sections of the coun- 
try. However, within reasonable limits, 
and for the purpose of institutional lend- 
ing under fairly homogeneous condi- 
tions, it has been found possible to use 
only one rate. In this connection, keep 
in mind that if the rate selection is left 
to individual discretion, there is an 
opening for a choice that will give a 
preconceived result. Again the FCA 
has made its influence felt. From the 
outset it has not recognized any terri- 
torial distinctions. And it should be 
mentioned that, because of the inherent 
rate selection difficulties, the FCA does 
not follow the direct capitalization 
method but advocates and uses the rate 
of return theory which is a reverse 
process. The latest report of the sub- 
committee on rural appraisals says that 
the two theories are not conflicting and 
that both may be used in the same ap- 
praisal. 


Appraisal Reasoning 


It was suggested earlier that earning 
value may be entirely lacking and yet 
value may exist. It is difficult to sup- 
pose that we could accept a property 
without earning value as loan security, 
since we would be considering some- 
thing else than a farm loan if reliance 
had to be placed on a source of income 
other than from the farm in question. 
Although the earning value may not 
adequately evidence all the security 
value, it is primary evidence of ability 
to pay debt service, which is the im- 
portant requirement for loan purposes. 

In practice, we are usually able to 
develop a basic value that is a com- 
posite of earning, location, and home 
use values. It is in evaluating these 
location and home use elements that 
the appraiser is given an opportunity 
to reflect his opinion of the merits of 

particular farm without reference to 
a typical base. But the appraiser should 
very fully substantiate any additions 
or deductions made because of these 
factors. Only if he is satisfied these 
changes are justified, is he privileged 
to include them in his appraisal. In 
every case, however, the appraiser must 
be on guard not to credit or debit any 
influence already taken into account. 
As an example of additional value, the 
appraiser may feel that the inflexible 
commodity prices do not take account of 
certain unusual marketing advantages 
and that he can properly assign a plus 
value for this reason under the location 


section. On the other hand, he may 
feel that, even under proper cropping 
plans and with typical operation, cer- 
tain hazards such as insect pests or 
noxious weeds represent a measurable 
detriment that should discount the earn- 
ing value. 

There are various ideas with respect 
to the place of buildings and other im- 
provements in the value summary. 
Theoretically, an adequate set of build- 
ings, fences, drainage, and water supply 
are necessary and contribute their share 
to productive power and may be con- 
sidered to have been fully taken into 
account in the earning value. Conse- 
quently, some appraisers give no further 
credit for adequate improvements, while 
others add some or all of the depre- 
ciated reproduction cost. In any case, 
there are also home influences such as 
unusually desirable surroundings, prox- 
imity of churches and schools, oppor- 





HIS article, we believe, has 

a particularly significant in- 
terest for MBA members at this 
time because of the current dis- 
cussion regarding some plan for 
applying mutual mortgage in- 
surance to farm mortgages. S. M. 
Waters, in his addresses before 
the Iowa and Illinois Mortgage 
Bankers Associations, mentioned 
that uniform and standardized 
appraisals was one thing to ex- 
pect from establishing some such 
system. We expect to publish a 
fully-descriptive article on the 
subject soon. 





tunities for outside employment and 
others of like character which are not 
of a commercial nature, but which 
undeniably contribute to the value of 
the whole. An appraisal would be in- 
complete which did not include an es- 
timate of these influences, and the 
eppraiser can recognize additional value 
if he finds it present. 

There is another extremely important 
influence on farm values which has not 
been mentioned and which, so far as I 
know, no one has as yet attempted in 
practice to assign a place in the rural 
appraisal. I refer to the influence of 
the federal government's farm program. 
If this or some substitute is to be a 
permanent part of our farm economy, 
we cannot overlook its importance to 
our appraisal scheme. So far, appraisal 
practice has ignored this influence, treat- 
ing it as a temporary factor without 
long range effect. But it has a direct 
bearing on our problem and at present 


is an integral part of the farm plan of a 
majority of our farmers. No doubt it is 
quite definitely in the minds of most 
farm purchasers of today as a perma: 
nent factor. Undeniably it has con- 
tributed to the earnings of our farmers 
for several years; and if it is to be per- 
manent, must be reckoned with in com- 
puting an earning value. I am calling 
attention to the problem; I am not 
offering any suggestions for treatment. 

The process suggested herein has not 
been perfected and admittedly must be 

used with caution. There is still an ob- 

servable tendency to undervalue the 
better farm and overvalue the poorer 
farm. It is difficult to apply to ranches, 
marginal farms, and to raw lands such 
as are found in Canada where ultimate 
value may be less than the cost of de- 
velopment. The unimproved farms, as 
we know them in the Middle West, 
have a way of showing up with higher 
per acre values than adequately im- 
proved farms whose net incomes are 
less by reason of assumed costs of main- 
tenance, repairs and insurance. Prob- 
lems such as these, (and I have 
suggested only some of them), are grad- 
ually being resolved into more or less 
satisfactory answers. 

Do not minimize the pitfalls of the 
method I have described. But at the 
same time we should recognize the 
progress that has been made. The ap- 
praiser of today is not any more intelli- 
gent than his predecessor, but he has 
the advantage of better training, more 
information, and a more logical and 
systematic approach to his problem. He 
may or may not be accredited by his 
Society, but if he is properly alert to 
his responsibilities he will have sub- 
scribed in principle to the Code of Ethics 
and will have absorbed much valuable 
assistance from the work of the students 
of the subject who have so freely given 
of their thought and opinion in recent 
years. A competent appraiser today, 
regardless of his attitude toward par- 
ticular methods, is substantiating his 
opinion of value with provable facts. 
His reports are detailed and, hence, 
inspire confidence in his conclusions. 
While he cannot insure safe loans for 
us, he is turning out a more practical 
product than ever before and we should 
utilize more intelligence than ever be- 
fore in adapting this product to our 
purposes. 


Business men built this nation, not 
politicians, and business men will save it 
if given the opportunity — Emmett F. 
Connely, President of the Investment 
Bankers Association. 
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How a Life Company Committee 


Views an Appraisal 


Two life company executives tell what 
insurance companies look for in good 
appraisals—and what they’re not seeking 


N appraisal has to meet its great- 
Fd test when it comes up against 

an insurance company committee 
passing on loans. What do insurance 
companies want in appraisals? What do 
they consider good appraisals and what 
is their definition of the other kind? 

Two insurance men give their views 
here. In the opinion of Oswald P. 
Scheller of Hartford: 

“We will all concede that appraisals 
for loan purposes have shown great im- 
provement in the last decade. However, 
we in the insurance companies are not 
so much impressed with the theoretical 
patterns or mathematical formulas used 
in appraising as we are with the fact 
that today’s appraisals give us more and 
better material by which we can judge 
the merit of the appraiser's opinion. 

“It is well to remember that when 
we make a loan we are underwriting a 
risk, and some of us in insurance com- 
panies are more interested in the facts 
on which you base your opinion and in 
your analysis than in your opinion or 
conclusion itself, indispensable as this 
conclusion is. 

“When I say ‘facts, I do not mean 
that an appraisal must be long. Many 
independent appraisals are entirely too 
long. Strangely enough, long appraisals 
are frequently the ones which give the 
least information, or show the least ana- 
lysis, because the appraiser involves him 
self so much in inconsequential repeti- 
tious detail that he fails to mention or see 
the simple key points which make or 
break the appraisal. 

“It is fair to say that from our stand- 
point the cardinal sins in appraising are 
(a) the omission of pertinent material 
and facts and, (b) the failure to analyze. 
Place land reversion residual methods, 
Inwood Tables, and other modern re- 
finements in the background and tell 
us 1n simple, direct words 

1. What is the stability of the neigh- 
borhood? 

2. What is the trend of the neighbor- 
hood? 


3. What racial influences or nationali- 
ties predominate or threaten? 

4. Is transportation convenient, fast, 
and cheap? 





T the Clinic on appraising 

led by C. A. Mullenix of 
Cleveland on the second day of 
the Convention, two of the 
speakers were Oswald P. Schel - 
ler of the Connecticut General 
Life Insurance Company of 
Hartford, and Paul J. V ollmar, 
manager of the mortgage loan 
department of The Western & 
Southern Life Insurance Com- 
pany of Cincinnati. The Clinic 
has been previously reviewed 
with the exception of what these 
two men had to say. Their opin- 
ions make up this article. 





5. What is the present and potential 
competition from within and without 
the neighborhood? 

6. How does the rent level compare 
with other buildings? 

7. Are the individual rents fair? 

8. What volume of business are ten- 
ants doing in the stores? 

9. Can the tenants afford to pay the 
rents called for under the leases? 

10. Is the building suitable to the 
site? 

11. How is the layout? 

12. Do the premises offer maximum 
utility for the money expended, or is the 
building handicapped by its design? 

13. Are parking facilities adequate? 

14. What is the age and physical con- 
dition of the building and equipment? 

15. What work must be performed 
and what equipment repaired or re- 
placed in the next few years? 

16. How much does it really cost to 
run the property? 

17. Has due allowance been made for 
lease commissions, management fees, 
rent losses, vacancies, and depreciation? 


“These questions sound simple, and 
each appraiser probably says to himself 
that he covers all these points, but very 
few appraisals submitted to us cover 
these elemental points well—and still 
fewer indicate a willingness or ability to 
analyze. If you want to serve us well— 

1. Give us all the basic facts pertain- 
ing to a property. 

2. Blend these facts with shrewd, 
practical, business analysis—not theory. 

3. Avoid routine, thoughtless treat- 
ment. 

4. Give us your sincere, honest judg- 
ment on trends affecting the property.” 

“Let’s consider the effect appraisals 
have on a group of individuals sitting 
around a table many miles away from 
the property being appraised with no 
intimate knowledge of the district or 
city but upon whose judgment the fact 
of the submission and appraisal de- 
pends,” said Paul J. Vollmar of Cin- 
cinnati. “Remember that these individ- 
uals have uppermost in their minds: 
First, the safety of the trust fund invest- 
ment; and second, the securing of in- 
come for those trust funds. 

“The committee of an institutional in- 
vestor often is acquainted with the ap- 
praiser who is held by them in varying 
degrees of confidence. The mortgage 
loan department of an insurance com- 
pany in presenting loans to its commit- 
tee assumes as a rule the position of the 
correspondent and must answer the 
questions the committee would ask the 
correspondent if present. Most ques- 
tions arise from the lack of detailed in- 
formation in the appraisal and submis- 
sion such as the following: 

1. Cubical content or square footage 
given in totals, no figures being given 
to substantiate it. 

2. Reproduction costs not always veri- 
fied or proven but seemingly based on 
guesswork. Such costs should be present 
day reproduction costs less adequate 
depreciation and detailed obsolescent 
charges. 

3. Modern features, if any, in older 
properties not stressed. The arrange- 
ment of apartments and the acceptabil- 
ity of such from a rental standpoint 


should be stressed. 


(Continued page 8, column 2) 
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How to Expand Your 


Trading Latitude 


It may not be long before mortgage 
loans will be quoted in fractions as 
other forms of investments are today 


HIS article isn’t a discussion of the 
history or theory of interest, but 
rather a review of the general ap- 
plication of interest as it pertains to the 
mortgage business, and the day to day 
use of interest tables and calculations. 

Mortgage bankers generally are crea- 
tures of habit. By the very nature of 
their business, they are sometimes slow 
to accept new ideas and methods. Most 
mortgage men can recall when interest 
rates were quoted in full points—in 
other words, 4 percent, 5 percent, and 
6 percent. Only in rare instances were 
rates ever quoted in '4y points, that is, 
4'4 percent, 5!4y percent, etc. At the 
present time, interest rates in mortgage 
offices are almost universally quoted in 
4 points, and most mortgage offices are 
equipped only with simple tables show- 
ing the '4y point factors. 

The government bond market has 
long recognized the necessity of dealing 
in smaller margins, and government 
bonds are now quoted in thirty-seconds. 
The general bond market and the New 
York Stock Exchange quote bonds in 
eighths, and in some situations, in 
smaller fractions. The time is rapidly 
approaching when mortgage loans will 
be quoted in fractions similar to those 
of other forms of investment. 

The advantage of fractional units is 
as desirable from the lender's stand- 
point, as it is from the borrower's. The 
breakdown of interest rates to narrower 
fractions, and the ability to supply loans 
for various periods of time, increases 
the number of loan plans, and expands 
the trading latitude of the mortgage 
office. 

Let us assume a typical case in which 
the borrower has been quoted a 4 per- 
cent rate for a short term loan (three 
or five years) and his decision depends 
upon accepting a short term loan at 
4 percent, or a longer term loan at a 
slightly higher rate. Would it not be 
good trading in this instance to quote 
him a 44% percent rate for fifteen years? 


By L. E. MAHAN 


This would show that the % percent 
additional interest paid is assurance on his 
part of a favorable rate for a long period 
of time, is less than the cost of nego- 





HE author of this article is 

a member of MBA’s Board 
of Governors and head of L. E. 
Mahan & Company of St. Louis. 
The mortgage business is such 
today that you can’t always fol- 
low some previously established 
rule-of-thumb. Today it’s usually 
best to adapt the loan plan to 
what is best for the borrower. 
One thing mortgage bankers 
should consider more today is 
equipping themselves with tables 
for loan periods of from five to 
twenty-five years and showing 
interest rates of 4 percent, 4% 
percent, 4%, percent and 4% 
percent, 





tiating new papers, and eliminates the 
expense incident to the renewal of loans 
from time to time. On a $5,000 loan, 
the actual difference of cost to the bor- 
rower, between a 4 percent and a 44% 
percent rate, on a monthly basis, is only 
65c a month for a fifteen-year loan. 
He is paying this additional amount for 
the many advantages of permanent fi- 
nancing. Projecting these figures from 
the lender’s viewpoint, over the fifteen- 
year period he has earned $117 more 
on a $5,000 loan at 44% percent, than 
he would have earned on a 4 percent 
loan, or, in other words, slightly in 
excess of 2 percent of the original 
amount. 

Any well organized mortgage office 
should be fully equipped with complete 
interest tables, and should also be pre- 
pared to quote interest rates in odd 
amounts and for varying periods of 
time. A customer recently came to my 
office, and desired to pay a loan off by 


monthly payments of $80. In the bor- 
rower’s mind, this was the exact amount 
that he should pay for the occupancy 
of his home. The loan was $8,000. A 
loan was negotiated whereby it would 
be entirely retired by monthly pay- 
ments in ten years and six months. 
Adjustment of the loan to the bor- 
rowers requirements was the deter- 
mining factor between securing the 
loan, and losing it to another account 
which adhered to strict term require- 
ments. 


Another factor so important in lend- 
ing today, and emphasized by the FHA 
and other agencies making monthly 
payment loans, is the correlation of loan 
requirements to the earned income of 
the borrower. Assume that the bor- 
rower has an established income, a good 
credit rating, and lives in the average 
house suitable for his needs. A great 
many studies have been made by com- 
petent organizations, all arriving at 
practically the same conclusion, namely, 
that in the average budget, the amount 
spent for lodging, which should include 
rent or loan payments, light, fuel, in- 
surance, taxes and maintenance of prop- 
erty, should not exceed 28 percent of 
the earned income. 


There are a great many rules adopted 
by agencies for arriving at the factor 
governing what a man should pay for 
principal and interest payments on his 
loan. No matter what rule of thumb 
method is used, the average result is 
approximately the same. It is far more 
desirable to adjust the loan to the man’s 
paying ability than it is to make a loan 
on some fixed requirement which we 
know is not consistent with his ability 
to pay. In other words, we have seen a 
great many good loans go in default 
because of the inability of the lender 
to adjust the loan to the requirements 
of the borrower. This is one of the 
most essential phases of the business of 
mortgage banking, and it is more ad- 
visable to adjust the payments to the 
paying ability of the borrower than it 
is to insist on some fixed loan require- 
ment. To properly calculate the time 
for which a loan should run, and the 
amount of the monthly payments, com- 


(Continued page 8, column 3) 
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When Should Prepayments Be 
Accepted and When Refused 


The only thing certain in this 
problem is that each case has 
to be judged on its own merits 


N these highly competitive days, 
| every mortgage banker is often con- 

fronted with the question as to 
whether he shall permit prepayment of 
a loan prior to maturity. The answer 
obviously depends upon a number of 
factors. Let’s assume that the loan is 
sufficiently margined and otherwise de 
sirable, and that it contains no prepay 
ment privileges. The type of security 
involved probably makes little difference 
to the question as a whole, whether it 
consists of a home or a commercial or 
apartment building. In the case of 
homes, however, the owner is less likely 
to be a repeat customer. Every mort- 
gage banker has in mind the importance 
of good will and a fair volume of loans 
as necessary elements of his business. 


There are certain circumstances under 
which it would be obviously inequitable 
to refuse to accept prepayment. For 
example, a home owner who had re- 
ceived an inheritance usually wishes to 
pay off his loan and clear his home from 
encumbrance. Under such circumstances 
the request would probably be con- 
sidered favorably. 


Suppose, however, that the purpose 
is to refinance in another company, either 
at a lower rate of interest, or on lower 
repayment terms, or at an increase in 
the principal amount. If the holder of 
the loan is willing to rewrite it on the 
desired terms, the request can easily be 
countered with an equally acceptable 
proposition so as to retain the loan. But 
if the purpose is to increase the principal, 
which the holder of the loan is unwilling 
to do, or to reduce the interest rate 
below that agreeable to the holder, or to 
obtain terms which the holder considers 
unsafe, the problem arises as to what is 
best for his interests. Should the loan 
be retained at all events, or surrendered 
upon the payment of a penalty? Which 
course will incur the least ill-will, and 
still be consistent with a sound business 
policy? It may be that the applicant is 
a builder, or an operator, engaged in 


By RAYMOND HAIZLIP 


buying and selling such properties, and 
therefore a potential customer in the 
future. 

It is one of the basic principles of our 





R. Haizlip’s views were pre- 

sented informally at the 
Appraisal Clinic conducted by 
Howard Moffit and later pre- 
pared in the form of an article 
which is presented here. Mr. 
Haizlip declares that prepay- 
ment of a loan must be accepted 
when it results from an inheri- 
tance or something of that na- 
ture. But when it comes as the 
result of different terms offered 
by another lender — that’s an- 
other story. 





business life that every person is entitled 
to the benefits of his contract. A mort- 
gage banker should not be deprived of 
these benefits any more than a person 
engaged in any other business. Theo- 
retically, then, the holder of the loan 
would appear to be justified in refusing 
to accept prepayment on any basis, 
unless the circumstances were extraor- 
dinary, such as the loan being but a few 
months from maturity, or the interest 
rate being considerably higher than pre- 
vailing mortgage rates. 

But the retention of one element, busi- 
ness on the books, must be measured 
against the loss of another element, good 
will. In many cases, where the prop- 
erty is involved in a sale, or the benefits 
from a competitor's offer are substantial, 
the applicant, although reluctant, may 
be willing to pay a penalty. The issue 
then is immediate profit versus loss of 
business as well as good will. 


Although the applicant may be will- 
ing to pay such penalty with a little 
grumbling at the time, he is likely to 
harbor more resentment than appears 
on the surface, since he usually feels 


that an unfair advantage has been taken 
of him. To refuse flatly to accept pre- 
payment on any basis might at first 
appear to incur more ill-will than to per- 
mit prepayment with a penalty. Our 
experience in this respect, however, leads 
us to believe that less permanent ill-will 
is incurred by a courteous but firm re- 
fusal to accept prepayment, accompanied 
by an explanation that the holder of the 
loan is entitled to the benefits of his 
contract just as the applicant is entitled 
to the terms of the same loan, and that 
the holder does not receive such benefits 
except over a relatively long period of 
time, due to the initial cost of putting 
the business on its books. 


Although the applicant may be 
keenly disappointed, his intelligence 
will tell him that the lender’s position 
is sound and fair. In most cases, as 
soon as the mortgagor's initial disap- 
pointment is overcome, he will not hesi- 
tate to do business with the same lender 
again. The exaction of a prepayment 
penalty, however, if it is large enough 
to compensate the holder for the loss 
of the loan, creates resentment which 
is more of an emotional nature, and 
over which intelligence has no control. 
In our experience it is not uncommon 
that such a person will continue to 
harbor childish resentment toward the 
lender. Intelligent people are just as 
highly motivated by emotions as un- 
intelligent people. The ordinary mort- 
gagor, although he may not admit it 
at the time, can see the soundness of 
the lender’s position in standing upon 
its rights under the loan contract, and 
in refusing to accept prepayment. In 
such a case, the holder of the loan 
suffers no lack of respect in the eyes of 
the mortgagor, however disappointed 
the latter may be that his request is 
refused. But if a penalty is exacted 
from the mortgagor for the prepayment, 
when there is nothing in the loan con- 
tract upon the subject, the reaction of 
the applicant is usually one of emotional 
resentment, however willing he may be 
to pay same in order to make the de- 
sired deal. Of the two choices facing 
the holder of the loan, less permanent 
ill-will is likely to result from his refusal 
to accept prepayment, than to permit it 
with a penalty. 
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OPINION 


Frank Lloyd Wright is the advocate, 
and probably the inventor, of what we 
know as modern architecture. He also 
likes to comment on many things. His 
recent utterance is a case in point. In 
New York he declared that an optimist 
could almost find a blessing in the 
current destruction of European cities 
by aerial bombing. 

“I would not say that it is not a bless- 
ing,” he said, “because at least it will 
give the architects there a chance to 
start all over again. Concentration of 
population is murder—whether in 
peace or in time of war.” He added 
that in the U. S., “the trend of popula- 
tion now is to the country and the 
cities are dying out.” 

He asserted government had no vi- 
sion and has stulified architecture in- 
stead of giving it impetus. 


FACTS 

These are facts any real estate man or 
mortgage man lending money on real es- 
tate, ought to keep in mind. They're 
taken from an address given at the 
NAREB Convention: 

“Some population data significant as 
to direction of future real estate activity: 
At the present time 42 percent of the 
nation’s families have incomes of less 
than $1,000 a year. They constitute 
fifty million people. Three percent of 
the population have incomes of $5,000 
or more per year. 

“In 1880, gainful workers comprised 
30 percent of the total population; in 
1930 they were 38 percent. Today they 
stand at 43 percent of the total popula- 
tion—a change of 5 percent in ten years. 
However, a part of the gainful workers, 
those we call wage earners’ in the fac- 


The Mortgage Business 
as I See It Today 


Excerpts from an address before the Illinois 
Mortgage Bankers Association’s annual meeting 


By BYRON V. KANALEY 


HE mortgage business hasn't been 

any too prosperous during the past 

ten years. It’s a moot question 
whether the ruthless and unintelligent 
competition of this decade, the practices 
—not general but yet frequent—of hid- 
den charges, misleading advertising of 
rates and costs of a loan, and others have 
not put the mortgage business under 
such a handicap that it is going to be an 
Herculean task to bring it back to the 
high plane it once enjoyed. 

The problems we face can be met only 
by united action of mortgage men all 
over this country, acting through local 
and state associations and the national. I 
think the greatest source of strength we 
have is the MBA, representing as it does 
a great proportion of the mortgage loan- 
ing power of this country. 

The obligation rests upon us, if we are 
to survive in this business at all. We 
must recognize our common problems, 
and get around the table to solve them. 
Organization, like charity, begins at 
home. In this struggle, the interests of 
one must be the interests of all. We 
must counsel together frequently, and 
work together for common ends. 

What has brought the mortgage busi- 
ness to its present state? The answer is: 
Everyone going off in a different direc- 
tion on fundamental practices, on ideas 
of ethics, on conduct of business. We 
have gone far afield from the old, staid, 
conservative and well-marked lines of the 
business. 

My guess is that over the next year 
interest rates will be stabilized at about 
where they are now. They may go some 
lower or a little higher because if the 
huge armament program goes along two 
or three years, this spurt of business, 
though artificial, will begin to look like 
“business as usual”. It will be possible to 
float large bond issues on industrial and 
commercial concerns which, with tempo- 





tories, have remained comparatively 
static. They have constituted about 54 
percent of all those employed. Clerks, 
salesmen, etc., have risen in these years 
from 6 percent to 18 percent of all gain- 
ful workers. Self-employers have de- 
clined 50 percent.” 


rary borrowings from banks to finance 
this huge program, will take up some of 
the money. How much, no one knows, 
but maybe enough to steady interest 
rates. 

The big outlet for first mortgages to- 
day is the insurance companies. If sound 
bonds at an attractive rate are offered, 
they will, I think, narrow somewhat the 
insurance funds for first mortgages. 
This, in itself, will likely tend to steady 
mortgage interest rates. Again, the gov- 
ernment may ask all money sources, cor- 
porate and individual, to subscribe to 
government bonds and obligations. This 
may well reach a point where invest- 
ments in other directions, such as our 
field, may be somewhat cut down. 

What will be the effect of prepared- 
ness on housing? We can lay aside con- 
sideration of defense housing. I think the 
government is trying to locate the defense 
housing, not in isolated communities 
where it will be valueless after the need 
has passed, but in settled communities. 
In any event it will not be an over- 
whelming factor in the housing situation. 

Whatever we know, or think we 
know, about the future, I think we all 
do know this: That whatever our knowl- 
edge or vision may be of “Preparedness 
and Mortgage Banking,” this is the time, 
of all times, to be conservative, conserva- 
tive in our estimate of the continued 
financial stability of the borrowers, the 
continued stability of the property, 
thorough and conservative in appraisals, 
and conservative in what is loaned on 
appraisals. The loans we are making 
now are long-term loans—not the three 
or five-year loans of the past, but ten, 
fifteen, twenty-year loans. When the 
armament program ceases, which may be 
in three, five or ten years, we likely will 
be confronted with serious unemploy- 
ment, a very large national debt, big 
taxes, a financially disabled world, and 
economic disarrangements of all sorts. 

Let’s be careful, prudent, conservative. 
Let us have good borrowers to start with 
and ample amortization within the capa- 
bility of the property to sustain. Let us 
not be led astray by some of this mod- 
ern philosophy of loaning. It’s better to 
play safe and pass by some of the loan 
temptations. 
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MBA NOTES 





An MBA member, Philip W. Knis 
kern, president, First Mortgage Corpora 
tion of Philadelphia, was elected presi 
dent of the National Association of Real 
Estate Boards at their recent annual con- 
vention in Philadelphia. MBA President, 
Dean R. Hill, with Secretary George H. 
Patterson, attended the Convention. The 
Philadelphia Evening Public Ledger 
quotes Mr. Hill as saying: 

We can't delay much longer in act 
ing on a nation-wide basis to ease real 
estate taxes. The income-tax base is, no 
doubt, going to be greatly expanded and 
rates are going to rise to great heights. 
That can’t be helped, because the defense 
program must be paid for. But real 
estate cannot stand any further strain 
ind I doubt if it can stand up to the 
burden it’s now carrying, with the higher 
income taxes property owners must pay.” 

Secretary Patterson said that “in most 
States real estate owners are paying 25 
percent more than owners of other forms 
of wealth of equal value. As late as 
1932, when national wealth was about 
23 percent lower than it had been a 
decade earlier, the general property tax 
was 43 percent higher.” 

Most recent meeting of the Detroit 
MBA was the organization's Correspond- 
ent Group. Members established a sec 
retary’s “clearing house” through which 
all conventional loan applications will 
clear. Members will now be aware of 
the person making the rounds of all 
mortgage offices to see where he can get 
the biggest loan. According to Charles 
H. Sill, DMBA vice president, it should 
‘eliminate a tremendous amount of 
overhead.” Also discussed was a prelimi 
nary short form mortgage application 
and a standard brokerage agreement to 
be used by Detroit MBA members. 


The Iowa MBA annual meeting was a 
high spot as far as the Middle Western 
members who attended were concerned. 
About sixty attended from all over the 
state. Life companies were liberally rep- 
resented. 

S. M. Waters, past MBA president, 
spoke on the subject of applying mutual 
mortgage insurance to farm loans. We're 
publishing this address. Watch for it. 

J. Thomas Mil'er, Meredith Publishing 
Company, spoke on “Housing Promo- 
tion.” Frank Charlton, Bankers Life 
Company, spoke on “Trends in Farm 
Loans.” John Normile, architect, spoke 
on “New Methods in Building Construc- 


tion.” 


TWO INSURANCE MEN TALK ABOUT APPRAISALS 


(Continued from page 4) 


4. Income and expense items not veri- 
fied. Actual figures should be secured 
for past several years. If our property 
managers could produce operating re- 
sults comparable to figures of operation 
given by some appraisers, we could 
never have come into possession of 
many of our foreclosed properties. Capi- 
talization rates should be adequate and 
should correspond to what willing in- 
vestors will accept on similar properties. 


5. Material differences in rents for 
similar space, either in the property be- 
ing appraised or adjacent properties, not 
explained. The type, class and responsi- 
bility of tenants with credit ratings on 
commercial tenants should be given 
aside from the physical and economic 
appraisal. 





| mmeyy sie of pertinent data 
and failure to analyze are 
the two cardinal sins in apprais- 
ing, says Scheller. “Place land 
reversion residual methods, In- 
wood Tables and other modern 
refinements in the background 
and tell us in simple direct 
words. . ..,” and he then lists 
17 factors. Vollmar names six 
prime points which he says are 
most commonly neglected in ap- 
praisals. He lists two things up- 
permost in the minds of “the 
Committee” when they pass 
judgment. 





6. Lack of appeal to the visual mind- 
edness of the committee. A compre- 
hensive picture of the property and dis- 
trict should be presented. If a business 
section, a plat of the district, showing 
type of occupancy and rents in the im- 
mediate neighborhood in detail should 
be submitted. A few good pictures and 
a proper plat will do more than several 
pages of description. 

“Many institutional investors consider 
accompanying credit reports a definite 
part of the appraisal. Credit informa- 
tion that contradicts your own findings 
or the statements of borrowers should 
be properly explained or the credit com- 
panies should be required to verify their 
statements. Income and net worth rep- 
resentations should be thoroughly 
checked. In commercial reports an en- 
deavor should be made to investigate 
and explain bankruptcies and failures 
that may be indicated. 


“As residence loans are rapidly be- 
coming secured character loans, the cor- 
respondent should be very critical and 
definite where questions may arise rela- 
tive to the ratio of income to the value 
of the property. Definite statements 
that you have verified the borrowers’ 
statements as to their cash equity in the 
property and their other indebtedness 
should be given in supplementary sub- 
mission papers. 

“Appraisals should be brief, full of 
essential facts easily assimilated and ac- 
companied by a true photographic pic- 
ture that will visually confirm and add 
to the conception of the property as set 
forth in the submission appraisal.” 


YOUR TRADING LATITUDE 


(Continued from page 5) 


plete tables should be available in every 
well organized mortgage office. 

Reviewing the long experience of the 
building and loan associations and such 
experience as is available covering FHA 
loans, mortgage bankers as a whole, are 
coming to realize that the percentage 
of loan to value is not as important as 
the adjustment of the loan to the pay- 
ing ability of the borrower. Any loan 
which is not consistent in this element, 
is destined for trouble, irrespective of 
the percentage loaned. 

It is essential that every mortgage 
banker equip himself with the data, 
tables and material necessary to pattern 
his loans to the requirements of his bor- 
rowers. This will require complete 
tables for pericds varying from five to 
twenty-five years, and at interest rates 
of 4 percent, 44% percent, 4/4 percent, 
4% percent, etc. The knowledge of 
mathematics should be sufficient to en- 
able him to interpolate between tables, 
if necessary. He should also have avail- 
able tables showing the amount neces- 
sary to retire a given debt by fixed 
monthly payments, irrespective of years. 
I believe it would be surprising to 
most mortgage bankers to learn the tre- 
mendous amount of available material, 
reference books, and interest tables 
which can be purchased at low cost. 


Write to the MBA national office for 
further information pertaining to the 
ideas expressed here. We will gladly 
supply a bibliography of available tables 
and mathematical books with the names 


of the publishers. 








